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EXPOSURE DRAFT
PROPOSED STATEMENT OF POSITION
ACCOUNTING AND REPORTING BY
CONTINUING-CARE RETIREMENT
COMMUNITIES FOR FEES AND THE
OBLIGATION TO PROVIDE FUTURE SERVICES
AND THE USE OF FACILITIES, AND FOR INITIAL
DIRECT COSTS OF ACQUIRING
CONTINUING-CARE CONTRACTS
JANUARY 9, 1989

Prepared by the Health Care Committee,
Federal Government Relations Division,
American Institute of Certified Public Accountants
Comments should be received by May 8, 1989, and addressed to
Ian A. MacKay, Federal Government Relations Division, File G-4-401,
AICPA, 1455 Pennsylvania Avenue, NW, Washington, DC 20004-1007

SUMMARY

This proposed statement of position provides guidance to continuing-care
retirement communities on applying generally accepted accounting principles in
accounting and reporting for fees, the obligation to provide future services
and the use of facilities to current residents, and for initial direct costs
of acquiring continuing-care contracts. Briefly, the statement recommends
that—
o

Refundable fees should be accounted for and reported as a liability and
reclassified to nonrefundable deferred revenue when the obligation to
refund fees is removed. The deferred revenue should be amortized to
income over future periods based on the remaining estimated lives of
the residents (paragraphs 22-23).

o

Fees to be paid to current residents (or designees) only from the proceeds of reoccupancy of the contract holder's unit should be accounted
for as deferred revenue. In addition, similar amounts received from
new residents in excess of amounts to be paid to previous residents (or
designees) should be deferred. The deferred revenue should be amortized to income over future periods based on the remaining useful life
of the facility (paragraphs 31-32).

o

Nonrefundable fees should be accounted for as deferred revenue. The
deferred revenue should be amortized straight-line to income over the
actuarially determined remaining life span of each individual
(paragraphs 43-44).

o

A liability recognizing an obligation to provide future services and
the use of facilities to current residents in excess of related anticipated revenues should be recorded when the present value of future net
cash outflows exceeds unamortized deferred revenue plus depreciation of
facilities to be charged related to the contracts and unamortized initial direct costs of acquiring the related continuing-care contracts
(paragraphs 53-56).

o

Initial direct costs of acquiring continuing-care contracts that are
expected to be recovered from future contract revenues and related to
contracts actually issued should be capitalized and amortized to
expense on a straight-line basis over the average expected remaining
lives of the residents under contract (paragraph 63).

The provisions of this statement would be effective for fiscal years beginning
on or after the date of final issuance of the statement (with that date to be
determined).

This exposure draft has been sent t o —
o

State society and chapter presidents, directors, and committee
chairpersons.

o

Organizations concerned with regulatory, supervisory, or other public
disclosure of financial activities.

o

Health care entities, individuals and firms identified as having an
interest in health care accounting and auditing.

o

Persons who have requested copies.

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas
New York, NY 10036-8775
212) 575-6200 Telex: 70-3396
Telecopier (212) 575-3846

January 9, 1989

Accompanying this letter is an exposure draft of a proposed statement of position (SOP) entitled Accounting and Reporting by Continuing-Care Retirement
Communities for Fees and the Obligation to Provide Future Services and the
Use of Facilities, and for Initial Direct Costs of Acquiring Continuing-Care
Contracts.
The purpose of the exposure draft is to solicit comments from representatives
of long-term health care entities, such as continuing-care retirement communities (CCRCs), residential-care facilities, nursing homes, institutions for
the chronically disabled and mentally impaired, users of the financial statements and reports of those entities, and other interested parties. Comments
or suggestions on any aspect of this exposure draft will be appreciated. It
will be helpful if the responses refer to the specific paragraph numbers and
include reasons for any suggestions or comments.
Respondents are specifically requested to provide comments on 1) the accounting for the portion of fees that is recoverable by residents only from the
proceeds of reoccupancy of a contract holder's unit as deferred revenue rather
than as a liability (paragraph 31), 2) the method of computing the liability
for the obligation to provide future services and the use of facilities
(paragraph 53) and 3) the use of different methods of amortizing fees recoverable by residents only from reoccupancy proceeds, and initial direct costs of
acquiring continuing-care contracts.
Amortization of nonrefundable fees (see paragraphs 22, 23, 43, and 44) is
recommended to be straight-line over the estimated remaining life span of the
individual resident of the CCRC. Respondents are requested to comment on an
alternative method, namely, the reverse sum-of-the-years'-digit method, or a
similar method, which would result in an increasing amount of revenues being
recognized as earned in later years of residents' lives when health care costs
are expected to be higher than in the earlier years of residents' lives.
Comments on this exposure draft should be sent to Ian A. MacKay, AICPA,
Federal Government Relations Division, 1455 Pennsylvania Avenue, NW,
Washington, D.C. 20004-1007, in time to be received by May 8, 1989.

Written comments on the exposure draft will be available for public inspection
at the offices of the American Institute of Certified Public Accountants after
May 8, 1989, for one year.
Yours truly,

Walter Schuetze
Chairman
Accounting Standards
Executive Committee

John V. Valorz
Chairman
Task Force on Continuing-Care Contracts
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ACCOUNTING AND REPORTING BY CONTINUING-CARE
RETIREMENT COMMUNITIES FOR FEES AND THE OBLIGATION
TO PROVIDE FUTURE SERVICES AND THE USE OF FACILITIES,
AND FOR INITIAL DIRECT COSTS OF ACQUIRING
CONTINUING-CARE CONTRACTS
INTRODUCTION
1.

The long-term health care industry consists of approximately twenty-one
thousand facilities. Over seventy-five percent of them are investor-owned
(for-profit enterprises), and the rest are not-for-profit organizations.
The not-for-profit facilities are often operated by religious and charitable organizations.

2.

Long-term health care facilities include continuing-care or life-care
retirement communities (CCRCs) or residential-care facilities (custodial
and supervised living), nursing homes (skilled and intermediate), and
institutions for the chronically disabled and mentally impaired. Those
facilities may be independent or they may be affiliated with other health
care facilities; they usually provide less intensive care than hospitals;
and they generally supply required nursing service continuously or appropriate assistance to residents who have a wide range of medical conditions
and needs.

3.

Some states regulate CCRCs, although currently most states do not. There
is, however, a growing trend toward regulation in this rapidly developing
industry. Those states that do require some form of regulation specify
that the CCRC be certified by a state authority such as a department of
insurance or a department of social services. In addition, some states
mandate that escrow or reserve funds be maintained for the protection of
residents.

4.

Although the number of CCRCs is increasing rapidly, there are currently
fewer than one thousand CCRCs operating as either investor-owned or notfor-profit organizations.

5.

CCRCs offer to residents different types of living accommodations, such as
single or shared apartment units or individual homes. They also provide a
variety of amenities, including social, recreational, dining, and laundry
services.

6.

CCRCs may provide long-term nursing-care services, either at the same locacation or, by agreement, with another facility. Residents are transferred
to or from a nursing center as medical care is required. As the health of
a resident declines, he or she may be transferred permanently to a nursing
center.

7.

Continuing-care contracts contain a number of different approaches to
providing delivery of services. Contract provisions, for example, may
stipulate the amount of the advance fee, whether periodic fees will be
required and, if so, whether they can be adjusted. In addition, contracts
generally do the following: detail the future services that will be provided
to residents; explain how a resident will be charged for services; describe
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the CCRC's refund policies and the formula for calculating the amount of
the refund, which may be simple or complex; and describe the obligations of
the CCRC and the resident if a contract is terminated or a residential unit
is reoccupied.
8.

A CCRC may require several different payment methods for services and the
use of facilities. Three of the most prevalent methods are mentioned
below.
a.

Advance Fee Only
Under this method, a resident pays an advance fee in return for future
services and the use of facilities. Such services generally include
CCRC housing-related services (for example, meals, laundry, housekeeping, and social) and health care and are usually provided to the
resident for the remainder of his or her life or until the contract is
terminated. Additional periodic fees are not paid, regardless of how
long a resident lives or if the resident requires more services than
anticipated. Generally, the resident receives no ownership interest
in the facility.

b.

Advance Fee With Periodic Fees
Under this method, a resident pays an advance fee and periodic fees for
services and the use of facilities. Such periodic fees may be fixed,
or they may be subject to adjustment for increases in operating costs
or inflation or for other economic reasons.

c.

Periodic Fees Only
Under this method, a resident pays a fee at periodic intervals for
services and the use of the facilities provided by the CCRC. Such
fees may be either fixed or adjustable.

9.

An advance fee may be met by transferring to the CCRC a resident's personal
assets (which may include rights to future income) or by paying a lump-sum
of cash.

10.

Advance fees received for future services may be refunded at the occurrence
of some future event, such as death, withdrawal from the CCRC, termination
of the contract, or reoccupancy of a residential unit. The amount of the
refund is generally based on contractual provisions or statutory requirements.

11.

A continuing-care contract is similar to an annuity contract. The CCRC
assumes the risks associated with estimating the amount of the advance fee
and other fees to be paid by a resident and with determining whether such
fees will be sufficient to cover the cost of providing a resident's
required services and the use of facilities.

12.

The CCRC has an obligation to provide future services for the length of
the contract or the life of a resident, regardless of whether advance fees
or periodic fees are sufficient to meet the cost of providing services to
a resident.
-12-

13.

In the absence of definitive guidance, diverse reporting practices related
to refundable fees, fees repayable to residents from reoccupancy proceeds
of a contract holder's unit, nonrefundable fees, the obligation to provide
future services and the use of facilities and initial direct costs of
acquiring continuing-care contracts have developed. The Accounting
Standards Division believes that specific guidance is needed to achieve
uniform reporting practices.

SCOPE
14.

This statement addresses accounting and reporting practices related to
transactions resulting from contracts to provide services and the use of
facilities to individuals under continuing-care contracts, and accounting
for initial direct costs of acquiring continuing-care contracts.

15.

For the purposes of this statement the following definitions apply:
Advance fee. A payment required to be made by a resident prior to, or at
the time of, admission to a CCRC for future services and the use of facilities specified in a contract, which remains in effect for as long as the
resident resides in the community.
Anticipated revenues. Such amounts include third-party payments (for
example, Blue Cross/Blue Shield), contractually committed investment income
from sources related to CCRC activities, contributions pledged by donors to
support CCRC activities, periodic fees expected to be collected, and the
balance of deferred nonrefundable advance fees.
Continuing-care contract. An agreement between a resident and a CCRC
specifying the services and facilities to be provided by the community to
a resident over an established period of time (usually the remaining life
of the resident).
Continuing-care retirement community. An organization providing or
guaranteeing residential and health-care services for persons who may
reside in apartments, other living units, or a nursing center. (Also
referred to as a "residential-care facility.")
Estimated costs of future services. Amounts that are expected to be
incurred to provide services and the use of facilities to individuals over
their remaining lives under continuing-care contracts. Examples include
resident care, dietary, health care, facility, general and administrative,
interest, depreciation, and amortization.
Initial direct costs of acquiring continuing-care contracts. Costs incurred that are (a) costs to originate a contract incurred in transactions
with independent third parties that (i) result directly from and are
essential to acquire that contract and (ii) would not have been incurred
had that contract not occurred and (b) certain costs directly related to
specified activities performed by the CCRC for that contract. Those activities are: evaluating the prospective residents' financial condition;
evaluating and recording guarantees, collateral, and other security
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arrangements; negotiating contract terms; preparing and processing contract
documents; and closing the transaction. The costs directly related to
those activities shall include only that portion of the employees' total
compensation and payroll-related fringe benefits directly related to time
spent performing those activities for that contract and other costs related
to those activities that would not have been incurred in the absence of
that contract. Initial direct costs of acquiring continuing-care contracts
shall not include: costs related to activities performed by the CCRC for
advertising; soliciting potential residents (for example, model units,
semi-permanent signs, grand openings); or servicing existing and other
ancillary activities related to establishing and monitoring contracts,
supervision, and administration. Initial direct costs shall not include
administrative costs, rent, depreciation, any other occupancy and equipment
costs and employee compensation and fringe benefits related to activities
described in the previous sentence, unsuccessful contract efforts, and idle
time.
Nursing center. A facility that provides nursing care to residents with
a variety of needs or medical conditions. The nursing center may be a
component of the CCRC. (Also referred to as a "health center," "skillednursing facility," "intermediate-care facility," "continuing-care facility," or "basic-care home.")
Periodic fees. Amounts paid to a CCRC by a resident at periodic intervals
for continuing-care services. Such fees may be fixed or adjustable.
(Also referred to as "maintenance fees" or "monthly fees.")
Refundable fees. The portion of the advance fee that is payable to a
resident or the resident's estate.
Repayable fees. An amount that is to be paid to a resident or estate from
the reoccupancy proceeds of a contract holder's unit by another resident.
RELEVANT LITERATURE
16.

The sources in the accounting literature that provide guidance on the
issues discussed in this statement are the following:
o

FASB Statement of Financial Accounting Standards (SFAS) No. 5,
Accounting for Contingencies

o

FASB SFAS No. 45, Accounting for Franchise Fee Revenue

o

FASB SFAS No. 60, Accounting and Reporting by Insurance Enterprises

o

FASB SFAS No. 67, Accounting for Costs and Initial Rental Operations
of Real Estate Projects

o

FASB SFAS No. 91, Accounting for Nonrefundable Fees and Costs
Associated With Originating or Acquiring Loans and Initial Direct
Costs of Leases

o

FASB Interpretation No. 5, Reasonable Estimation of the Amount of a
Loss
-14-

o

FASB Statement of Financial Accounting Concepts (SFAC) No. 6,
Elements of Financial Statements

o

AICPA Accounting Research Bulletin (ARB) No. 45, Long-Term
Construction-Type Contracts

o

AICPA SOP No. 78-10, Accounting Principles and Reporting Practices for
Certain Nonprofit Organizations

o

AICPA SOP No. 81-1, Accounting for Performance of Construction-Type
and Certain Production-Type Contracts

ACCOUNTING FOR REFUNDABLE FEES
Discussion
17.

Payment of an advance fee is generally required before a resident acquires
a right to reside in an apartment or residential unit for life. A portion
of advance fees may be refundable (referred to as "refundable fees") if a
certain future event occurs, such as the death or withdrawal of a resident, or termination of the contract. Some refunds are paid only if a
residential unit is reoccupied.

18.

CCRC refund policies vary either by region or because of statutory requirements, but generally the amount of the refund is based on provisions
specified in a contract. For example, some contracts require a refund of
the advance fee, less a reasonable processing fee. Such a requirement may
or may not depend on the length of time of occupancy. Other contracts
require a refund but stipulate that over a specific period a percentage
will be refunded, after which no refund is made.

Present Practices
19.

Present accounting and reporting practice for refundable fees by CCRCs is
diverse. Some credit a liability account for the refundable fees because
there is an obligation to refund money; others credit refundable fees to a
deferred revenue account because there is deferred recognition of revenue
while providing future services to residents. All agree that reporting
refundable fees as income is unacceptable.

Views on the Issue
20.

Some believe that, because of contractual or statutory requirements or
moral obligations, there is a probable future sacrifice of an economic
benefit, and consequently refundable fees should be accounted for as a
liability. They believe that the CCRC has little or no discretion in
avoiding a future obligation and has a duty or responsibility to make a
refund. Refunds may be required to be paid due to circumstances beyond
the control of the CCRC such as the death or withdrawal from the facility
of a resident or termination of the contract. In most cases, no income
accrues to the CCRC for refundable fees, although this depends on the
policy of the CCRC, on statutory requirements, or on the terms of the
contract.
-15-

Further, they believe that if a portion of refundable fees are nonrefundable at the balance sheet date, a transfer from the liability for refundable fees to deferred revenue would be recorded for the amount nonrefundable and then would be amortized proportionately to income over future
periods.
21.

Others contend that refundable fees should be credited to a deferred
revenue account because the fees have been collected in advance and,
consequently, there is a deferred recognition of revenue. Contractual
obligations vary, but generally the contract specifies that some portion
of the advance fees will be refunded pro rata on the basis of the
resident's length of occupancy. The balance of the deferred amount is
amortized proportionately into income.

Conclusion
22.

Refundable fees should be accounted for and reported as a liability. A
reclassification from the liability for refundable fees to nonrefundable
deferred revenue should be made when the obligation to refund fees is
removed. The deferred revenue should be amortized to income over future
periods based on the remaining estimated lives of the residents. The
CCRC's refund policy should be disclosed in the notes to the financial
statements. (15-yes, 0-No)

23.

Exhibit A illustrates the application of the conclusion in paragraph 22.

-16-

EXHIBIT A
IMPLEMENTATION AID
ACCOUNTING FOR REFUNDABLE FEES
Annual Worksheet to Compute
Refundable and Deferred Revenues
Assumptions
All residents pay a $50,000 fee, refundable less 2 percent per month for first
36 months; after that none is refundable (CCRC opened 1/1/X4).
As at December 31, 19X6

Resident*

Admitted

Refundable
Remaining
Percentage
Amount

Deferred
Revenue

A

1/1/X4

-

B

4/1/X4

34%

$17,000

2,294

C

10/1/X4

46%

23,000

1,400

D

1/1/X6

76%

38,000
78,000

27,027

900,000

3,842,973

$978,000

$3,870,000

-

Other residents
Balance 12/31/X6

$

23,333

_

See below for individual computations for residents A through D.
Footnote Presentation
Note

As of December 31, 19X6, refundable fees of $978,000 represent the
amount potentially due to 47 of the 200 residents. In accordance
with the contractual arrangements, a portion of the entrance fee is
refundable should the contract terminate for any reason during the
first 36 months of occupancy as more fully explained in note .

Note

Deferred revenue of $3,870,000 represents nonrefundable advance fees
being amortized over the remaining estimated lives of the residents.

•17-
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60
54
48

Estimated
Remaining
Life (Months)
at Beginning
Of Period

48
44
34
12/44
12/34

9,000§
11,182
10,524#

$10,000*
8,889T
7,778*

Income
For Year

50,000
41,000
29,818
19,294

$50,000
40,000
31,111
23,333

Unamortized
Balance at
Year End

82
58
34

76
52
0

Refundable
Percentage

§ Income should not exceed 2% earned under contract refund terms
(2% for nine months = 18% x $50,000 = $9,000 in 19X4)
$41,000 x 12/44 = $11,182
#$29,818 x 12/34 = $10,524

Resident B
Initial
Payment (4/84)
19X4
9
19X5
12
19X6
12

§

12/60
12/54
12/48

Income
Fraction
For Year

*$50,000 x 12/60 = $10,000
†$40,000 x 12/54 = $ 8,889
‡$31,111 x 12/48 = $ 7,778

Resident A
Initial
Payment (1/84)
19X4
12
19X5
12
19X6
12

Months
Elapsed
to
Year End

41,000
29,000
17,000

$38,000
26,000

Refundable

2,294

818

-

$ 2,000
5,111
23,333

Deferred ##

Year End
Amounts

Computation of Annual Income, Refundable and Deferred Amounts for Residents A Through D Above

EXHIBIT A (cont'd)
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50
48
39

3/50
12/48
12/39

50

12/50

12,000§§

3,000**
11,750††
10,850‡‡

§§$50,000 x 12/50 = $12,000
From actuarial tables or related data
##Unamortized balance less refundable portion

Resident D
Initial
Payment (1/86)
19X6
12

**$50,000 X 3/50 = $ 3,000
††$47,000 X 12/48 = $11,750
‡‡$35,250 X 12/39 = $10,850

Resident C
Initial
Payment (10/84)
19X4
3
19X5
12
19X6
12

50,000
38,000

50,000
47,000
35,250
24,400

76

94
70
46

38,000

47,000
35,000
23,000

250
1,400

EXHIBIT A (cont'd)

ACCOUNTING FOR FEES REPAYABLE TO RESIDENTS FROM REOCCUPANCY PROCEEDS OF A
CONTRACT HOLDER'S UNIT
Discussion
24.

Some contracts between a CCRC and a resident stipulate that all or a
portion of the advance fee may be repayable if the contract holder's unit
is reoccupied by another person. The source of money for the payment is
from the proceeds of the advance fees collected by the CCRC from the next
resident of the reoccupied unit. The terms vary from contract to contract
about how the proceeds from the next resident are to be paid to the
previous resident. In effect, the CCRC acts as if it were an agent for
present and future residents.

Present Practices
25.

Present accounting practice for amounts repayable from reoccupancy
proceeds is diverse. Some credit a liability account for the amount
repayable; others credit a deferred revenue account. Still others
designate a section of equity, as tenants' equity, or reduce facility
cost.

Views on the Issue
26.

Some believe that amounts repayable from reoccupancy proceeds of a contract holder's unit should be accounted for as a liability. They believe
that such fees are similar to a contingency as defined in SFAS No. 5,
Accounting for Contingencies: There is "an existing condition, situation,
or set of circumstances involving uncertainty as to possible gain or loss
to an enterprise that will ultimately be resolved when one or more future
events occur or fail to occur." They believe that an obligation has been
incurred and the CCRC has little or no discretion in avoiding it. They
also believe that the obligation meets the definition and has the characteristics of liabilities contained in SFAC No. 6, Elements of Financial
Statements.

27.

Others believe that under similar circumstances, amounts repayable to
residents that are contingent on reoccupancy should be accounted for as
deferred revenue. This view presumes that the entity will always refund
money if a contract holder's unit can be reoccupied. They contend that
the terms of the contract specify how the resident is to be repaid.
Although specific contract terms vary from one entity to another, such
terms generally specify that residents will be repaid a portion or all of
the advance fee depending on whether advance fees are collected from new
residents who will reoccupy a contract holder's unit. Because of this
they believe that there is an economic benefit to the CCRC over the life
of the facility that should result in deferred recognition of revenue.
Such amounts should be amortized over future periods based on the expected
remaining life of the facility. This period reflects the utilization of
an asset that benefits all residents, regardless of the expected remaining
lives of the residents. They claim that the straight-line method of amortizing the amounts is easy to apply but recognize that other methods consistent with the facility's depreciation policy are also appropriate.
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Similarly, they also believe that the amount received from new residents
in excess of the amount to be paid to previous residents should be deferred and amortized into income over the remaining life of the facility.
28.

Still there are those who contend that neither a liability nor deferred
revenue for amounts repayable from reoccupancy proceeds should be recorded
if the contract or agreement specifies that payment- of a refund will be
made from the proceeds of the advance fees of future residents. They
argue that a CCRC would never incur a liability or suffer a loss under
such circumstances and the accounting for the repayable amount, if any,
would be between a previous resident and a future resident.

29.

Some also take the position that although advance fees are not contributed
to the CCRC, a portion of such amounts nevertheless should be considered
equity and should be accounted for in the equity section of the balance
sheet. They claim that amounts repayable from reoccupancy proceeds will
not be repaid unless another resident occupies an apartment or living
unit. There is, in effect, a permanent deferral of the payment. Thus,
accounting for such amounts as a liability or deferred revenue would
distort the balance sheet.

30.

Finally, there are those who believe that when fees are repayable from
reoccupancy proceeds of a contract holder's unit, the amount paid should
be accounted for as a reduction in the cost of the facility. They consider that amount to be a return of investment that should be reflected
appropriately in the cost of the facility. Opponents of this position
note that reducing facility cost would not be in conformity with GAAP
because the original historical cost of the facility recorded would be
misstated and depreciation would fluctuate from year to year. If this
method were to continue annually, the cost of the facility could possibly
be reduced to a negative amount.

Conclusion
31.

That portion of fees that is to be paid to current residents or their
designees only to the extent of the proceeds of reoccupancy of a contract
holder's unit should be accounted for as deferred revenue. Similar
amounts received from new residents in excess of the amount to be paid to
previous residents or their designees should also be deferred. The
deferred revenue should be amortized to income over future periods based
on the remaining useful life of the facility. The basis and method of
amortization should be consistent with the method for calculating depreciation and should be disclosed in the notes to the financial statements.
(10-Yes, 5-No)
A minority of ACSEC believe that the portion of fees that is recoverable
by residents only from the proceeds of reoccupancy of a contract holder's
unit should be accounted for as a liability.

32.

Exhibit B illustrates the application of the conclusion in paragraph 31.
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-224
8
13

A
B
C
D

Resident

Total
$100,000
120,000
150,000
130,000

Entry Age
68
82
79
80

$25,000
30,000
37,500
32,500

$ 75,000
90,000
112,500
97,500

Repayable
75%

$75,000
90,000
97,500

Refund to
Previous
Occupant*

$75,000/30 yr. = $2,500 or $2,500 per year for years 1 through 4
15,000/26 yr. = $577 additional or $3,077 per year for years 5 through 8
22,500/22 yr. = $1,023 additional or $4,100 per year for years 9 through next change in occupancy

Amortization of Advance Fees Recoverable by Residents

* Per contract, the amount is limited to 75% of proceeds of reoccupancy up to amount originally paid by
previous occupant.

1
5
9
14

Year
Admitted Dies

Advance Fees
Nonrefundable
25%

Twenty years occupancy of unit
Estimated thirty-year life of facility
Resident is admitted on first day of year indicated and dies on last day of year indicated
Estimated remaining lives taken from an acceptable actuarial table

Example

a.
b.
c.
d.

Assumptions

The example below illustrates the implementation of the conclusions contained in paragraphs 31 and 43.

ACCOUNTING FOR REPAYABLE AND NONREFUNDABLE ADVANCE FEES

IMPLEMENTATION AID

EXHIBIT B
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Estimated
Remaining
Lives (yrs)

TOTAL

Year 5 $30,000
6.1 =
6 25,082
5.8 =
7 20,758
5.5 =
8 16,984
5.3 =
Unamortized deferred revenue
recognized upon death of resident

Resident B

TOTAL

Year 1 $25,000
12.1 =
2 22,934
11.5
=
3 20,940
11.1 =
4 19,054
10.6 =
Unamortized deferred revenue
recognized upon death of resident

Resident A

Deferred
Revenue

$30,000

13,779

$ 4,918
4,324
3,774
3,205

$25,000

17,256

$ 2,066
1,994
1,886
1,798

Income

Amortization of Nonrefundable Advance Fees
Estimated
Remaining
Lives (yrs)

Year 14
15
16
17
18
19
20

-

Resident D

$37,500

15,966

$ 5,357
4,797
4,273
3,783
3,324

Income

$32,500
6.7 =
$4,851
27,649
6.4 =
4,321
23,328
6.1 =
3,824
19,504
5.8 =
3,363
5.5 =
16,141
2,935
13,206
5.3 =
2,492
10,714
5.1 =
2,100
amortization continues until death

TOTAL

9 $37,500
7.0 =
10 32,143
6.7 =
27,346
11 6.4 =
12 23,073
6.1 =
13 19,290
5.8 =
Unamortized deferred revenue
recognized upon death of resident

Year

Resident C

Deferred
Revenue

EXHIBIT B (cont'd)

ACCOUNTING FOR NONREFUNDABLE FEES
Discussion
33.

This issue addresses whether a CCRC should account for nonrefundable fees
as (a) current-period revenue or (b) deferred revenue. If nonrefundable
fees are accounted for as deferred revenue, what should be (a) the
appropriate method of amortization and (b) the period of amortization?

Present Practices
34.

Presently, a wide diversity of practice exists among CCRCs when accounting
for nonrefundable fees under a continuing-care contract. Some CCRCs
recognize the entire nonrefundable fee as revenue when due or received.
Others account for nonrefundable fees as deferred revenue and amortize the
fees into income by using a systematic method, such as a straight-line or
increasing-credit method (reverse sum-of-digits) over a specified future
period. Those specified future periods may be one of the following: (a)
the estimated remaining life of each resident; (b) the estimated or average remaining lives of all residents; or (c) the number of years specified
by the contract or statutory requirements. Other CCRCs account for nonrefundable fees as deferred revenue and amortize them into income at an
amount that is equal to the current-year cost or the normal charge for the
services rendered, regardless of the remaining life expectancies of residents. To a lesser extent, some use a variety of complex methods to
account for nonrefundable fees, which can vary depending on the region,
statutory requirements, terms of the contract, the policies of the CCRC,
or other factors.

Views on the Issue
35.

Those CCRCs that recognize nonrefundable fees as revenue when due or
received believe that in the absence of legal or contractual restrictions
or limitations on the use of the assets, such assets represent the transfer or sale of specified rights in exchange for specified consideration.
They claim that such treatment is the most objective because accounting
practice generally recognizes revenue when a sale takes place. They also
contend that nonrefundable fees should be recognized as revenue in the
period the fees are receivable if future periodic fees can reasonably be
expected to cover the cost of future services. Most CCRCs are contractually allowed to increase periodic fees to cover all operating costs.
Furthermore, because the life expectancies of residents and the cost of
services that the CCRC will incur in providing services in the future can
be reasonably estimated at the time the contracts are made, those CCRCs
have sufficient data to adequately set fees to cover all costs of operations, including depreciation, amortization, and interest on debt.

36.

CCRCs that account for nonrefundable fees as deferred revenue believe that
those fees represent consideration for providing future services to residents. They contend that nonrefundable fees are intended to cover future
costs that are not recoverable from other revenue sources and should be
recorded as deferred revenue and amortized into income. Some CCRCs use
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actuarial methods to amortize the nonrefundable fees over the estimated
remaining lives of residents, while others amortize the fees over a specified future period. They prefer deferral to immediate income recognition in order to meet the objective of matching revenues with the future
costs that will be incurred in rendering the required services. They
maintain that accounting for nonrefundable fees as revenue when received
is not appropriate because substantially all of the services specified in
the continuing-care contracts have not been performed or satisfied by the
CCRC and there are remaining obligations to provide services to residents.
Consequently, revenues and costs would not be properly matched.
37.

Some also believe that a certain portion of periodic fees should be
deferred because there is an element of health care costs attributable to
health care services to be rendered. If such services are not rendered
until a future period, they contend the related revenue should be allocated to the periods over which they are expected to provide a benefit to
the resident. Opponents recognize that periodic fees are expected to
cover operations and related health care costs. They note, however, that
the ability of the CCRC to increase periodic fees eliminates the need to
defer any periodic fees to be matched with future health care costs. They
also argue that the recordkeeping and time-consuming process needed to
accumulate the data is impractical, burdensome, and would outweigh any
benefit to be derived from such precise accounting.

38.

Some who support the deferral of nonrefundable fees believe that the most
reasonable amortization period should be the actuarially determined remaining life span of each resident or of the residents, based on a C C R C s
historical experience and statistical data or on national industry statistics. They claim that this is the period during which related costs are
most likely to be incurred. They also argue that amortizing advance fees
on a contractual or statutory basis would result in an improper matching
of revenues and costs because such a basis fails to recognize with reasonable accuracy the future costs of providing services to residents.
Others claim, however, that the amortization period should be based on the
length of time specified by contractual or statutory requirements because
those periods can be readily determined.

39.

Some CCRCs that amortize fees over the remaining life expectancies of
residents use a group method. They believe that such a method is relatively simple to apply. Under such a method, residents are grouped by (a)
average age, (b) entry year, (c) type or size of unit, or (d) some other
reasonable method. The remaining life expectancy of the group is determined using life-expectancy tables, and the nonrefundable fees relating to
the group are amortized over the remaining life expectancy of the group of
residents. No adjustment of the amortization period or the rate is made
after the death of a resident. Opponents note that, when actual deaths
vary significantly from mortality tables, the remaining life of the group
is distorted, which would have a material effect on the amount amortized.

40.

Other CCRCs amortize nonrefundable fees over each individual's remaining
life expectancy. They note that this method is similar to the guidance
provided in SFAS No. 91 and SFAS No. 45. The former states that certain
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nonrefundable fees (as described) associated with lending activities "be
deferred and recognized over the life of the loan. . . ." The latter
states that "a portion of the initial franchise fee shall be deferred and
amortized over the life of the franchise." Although the individual method
may appear to be a time-consuming process and require substantial recordkeeping, they believe that it smooths out fluctuations of other methods
and results in a more accurate accrual of earned revenue than the group
method. They note that the calculation to determine the obligation to
provide future services requires that future costs of providing services
to individuals be calculated at the end of each period based on remaining
individual life expectancies. Once such data is developed, calculated,
and accumulated, it would not require a significant period of time to
calculate deferred nonrefundable fees for each individual.
41.

Some CCRCs that support deferral of nonrefundable fees maintain that those
fees should be amortized on a systematic and rational basis, such as the
straight-line method. Such a method matches equal periodic revenues with
incurred costs—and it is easy to apply. They believe that method is
appropriate when costs incurred are related to providing a significantly
greater amount of residential care services than health care services.
Others contend that an increasing-credit method, such as reverse sum-ofdigits, should be used to amortize fees. That method amortizes a lower
amount of revenue in the earlier years of the residents' terms at a CCRC
with a proportionately higher amount in later years. Such an approach
also matches revenues with incurred costs more accurately than the conventional straight-line method in circumstances under which the cost of providing health care services increases the longer the residents live.
Still others believe that nonrefundable fees should be amortized by basing
them on the amount of current-year costs or normal charges; they maintain
that this method results in a better matching of revenues and expenses.
Under such an approach, the balance of the deferred nonrefundable fee is
adjusted annually for current-year costs or normal charges to reflect
current economic conditions, increased costs in caring for the residents,
and inflation. Opponents of this latter method note that it ignores estimated remaining life expectancies of residents, is not systematic, and may
be subject to large fluctuations in revenues and costs from year to year.

42.

A small number of CCRCs use a variety of other methods to amortize
deferred revenue, such as the following: (a) reserve requirements stipulated by state laws; (b) an equal or arbitrary percentage over a specified
number of years; (c) refund policies of the CCRC; or (d) on an as-needed
basis by determining, at each balance sheet date, the liability equal to
the present value of the cost of future services and, accordingly,
adjusting the revenue or expense for the difference between the liability
and the deferred revenue from advance fees. Such methods, however, are
generally not applied consistently from year to year and may not match
revenues and costs properly.

Conclusions
43.

(a) The Accounting Standards Division believes that under provisions of
continuing-care contracts entered into by a CCRC and residents, nonrefundable fees represent payment for future services and should be accounted
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for as deferred revenue. The period of amortization should be adjusted
annually based on the actuarially determined remaining life span of each
individual, which is the term of the obligation. If a CCRC has sufficient
historical experience and relevant statistical data about life expectancies, then it should consider that information when determining the
remaining life span of residents. A CCRC with insufficient historical
experience or reliable actuarial data may use relevant data of similar
communities within that area, relevant national industry statistics, or
other appropriate data. (15-Yes, 0-No)
(b) Nonrefundable fees should be amortized to income on a straight-line
method and unamortized nonrefundable fees should be recorded as revenue
upon a resident's death or termination of the contract. The method of
amortization should be disclosed in a note to the financial statements.
(15-Yes, 0-No).
44.

Exhibit B illustrates the application of the conclusions in paragraph 43.

-27-

ACCOUNTING FOR THE OBLIGATION TO PROVIDE FUTURE SERVICES AND THE USE OF
FACILITIES TO CURRENT RESIDENTS
Discussion
45.

A CCRC expects to provide services and the use of facilities to individuals over their remaining lives under continuing-care contract agreements.
The nature and extent of such services depend on such variables as the
individual's age, health, sex, and economic status on entering the CCRC.
Thus, the CCRC assumes a risk in estimating the cost of future services
and the use of facilities. Although many CCRCs are contractually allowed
to increase periodic fees, some contracts may restrict increases in
periodic fees and require continuing services without additional compensation. If the advance fees and periodic fees charged are insufficient to
meet the costs of providing future services and the use of facilities, the
CCRC has a liability to provide future services and use of facilities that
is equal to the estimated cost of providing future services and use of
facilities in excess of the related anticipated revenues. The liability
is based on actuarial assumptions (such as mortality and morbidity rates),
on estimates of future costs and revenues, and on the specific C C R C s
historical experience and statistical data.

Present Practices
46.

Some CCRCs recognize the costs to provide future services by accruing a
liability in their financial statements at the present value of the estimated costs to provide future services in excess of the present value of
anticipated revenues (future net cash flows). Others accrue the liability
at the estimated cost of providing future services in excess of anticipated revenues but do not consider the time value of money.

47.

Some CCRCs do not accrue the obligation to provide future services;
rather, they disclose the estimated cost of future services in the notes
to the financial statements. Others disclose in the notes to the financial statements that an obligation exists.

Views on the Issue
48.

If costs of future services and use of facilities to be provided to residents (for example, resident care, dietary, health care, facility, general
and administrative, interest, depreciation, and amortization) are estimated to exceed anticipated revenues (for example, third-party payments,
investment income from all sources related to CCRC activities, contributions from sponsoring organizations, periodic fees expected to be collected, and the balance of deferred nonrefundable advance fees), some
CCRCs accrue a liability to reflect the obligation to provide future services. They maintain that such treatment is necessary in order to
recognize anticipated losses and is in accordance with the provisions of
paragraph 8 of SFAS No. 5. They believe that the liability to be accrued
should recognize the time value of money and should be reported as the
difference between the present value of the estimated costs of providing
future services and the present value of related anticipated revenues
(future net cash flows), if any. They claim that discounting the
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obligation is a means of matching all elements of revenues, including
investment income, and costs over the related contract term or lives of
the residents.
49.

Others do not consider the time value of money and claim that only the
estimated costs of providing services expected to be incurred in the
future should be accrued because such costs can be reasonably determined.
They argue that determining the present value of the costs of providing
future services requires—among other uncertainties—imprecise estimates.
Estimating future price changes may be inherently subject to unpredictable
events and be more difficult to do than estimating costs. They believe
that although the obligation to provide future services may require
payments of cash, the amount and timing of the payments are not fixed or
determinable. Thus, such amounts do not meet the criteria of APB Opinion
21, Interest on Receivables and Payables. Furthermore, they question
whether a discounted amount would be relevant and reliable to users of
financial statements given the factors needed to calculate an amount to be
included in the financial statements. In addition, they believe that professional literature is unclear and is not specific on whether to apply
discounting to similar transactions or events that involve the obligation
to pay money in the future. For example, SOP 81-1 states that "for a
contract on which a loss is anticipated, generally accepted accounting
principles require recognition of the entire anticipated loss [not
discounted] as soon as the loss becomes evident." Although the guidance
in SOP 81-1 applies to entities engaged on a continuing basis in the production and delivery of goods or services under contractual arrangements,
they believe that guidance should be applied to CCRCs. Thus, they record
the entire anticipated loss and disclose the accounting policy in the
notes to the financial statements.

50.

Those who would recognize the time value of money believe it is inconsistent to recognize as an expense today the anticipated effects of future
costs, but not to recognize the time value of money. They believe that
estimating future service cost without recognizing the time value of money
produces an improper measurement of the cost of services being provided.

51.

Some who accrue a liability believe that it should be reevaluated annually
based on statistical data, historical experience, or other pertinent
information. Adjustment to the recorded liability should be recognized as
a gain or loss in the year the liability is reevaluated. Others maintain
that, once estimated, the obligation should be reduced by actual costs
only and that no reevaluation or adjustment is necessary.

52.

Those who argue against accruing a liability maintain that, even with sufficient experience and statistical data, the amount of the obligation cannot be reasonably estimated; some suppositions that must be made, such as
estimating the remaining life expectancy of a resident or determining the
discount rate, are inherently subjective and difficult to apply. They
assume that increased periodic fees will adequately offset rising expenses
incurred in future periods. Thus, they prefer to disclose an estimated
obligation in the notes to the financial statements. Because of the
imprecise nature of applying discounting and the difficulty of estimating
the cost of future services, others disclose, in the notes to the finan-
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cial statements, that an obligation to provide future services to residents exists. They do not estimate the amount of that obligation,
however.
Conclusion
53.

The obligation to provide future services and use of facilities to current
residents should be calculated annually in order to determine whether a
liability should be reported in the financial statements. The liability
related to continuing-care contracts is the present value of future net
cash flows, which excludes income not contractually committed to support
residents, minus the balance of unamortized deferred revenue plus depreciation of facilities to be charged related to the contracts plus unamortized initial direct costs of acquiring the related continuing-care
contracts. Refundable fees that at some future date are transferable to
deferred revenue from advance fees should be considered in calculating the
net obligation to provide future services. In calculating the liability,
the specific CCRC's historical experience or statistical data relating to
residents' life spans should be used. The life spans used should be the
same as those used to amortize nonrefundable advance fees. For a new
CCRC, either relevant data of similar communities in the area or relevant
national industry statistics may be used if deemed to be representative.

54.

If subsequent calculations result in reductions to the liability to
provide future services and use of facilities, such reductions should be
reflected in operations only to the extent of the liability originally
established. (13-Yes, 2-No)

55.

A task force of the Accounting Standards Division is considering the issue
of discounting. In October 1988, the FASB added the issue of discounting
to its agenda. Until the discounting issue is resolved, CCRCs should
disclose in the notes to their financial statements the carrying amount of
the liability to provide future services and use of facilities related to
continuing-care contracts that is presented at present value in the financial statements — if not separately disclosed in the balance sheet -- and
the range of interest rates used to discount that liability.

56.

Exhibit C illustrates the application of the conclusions in paragraph 53.
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EXHIBIT C
IMPLEMENTATION AID
ACCOUNTING FOR THE OBLIGATION TO PROVIDE FUTURE SERVICES AND USE OF FACILITIES
TO CURRENT RESIDENTS
Assumptions
a.

All residents pay a $50,000 fee - refundable less 2% per month for first
36 months - after that none is refundable - CCRC opened 1/1/X4 (see
exhibit A for illustration of how to compute refundable and deferred
revenue).

b.

Additional periodic fee of $1,000 payable monthly with 5% increase
annually.

c.

Unamortized (deferred) initial direct costs of acquiring related contracts
at 12/31/X6 assumed to be $17,000.

Note:

This illustration calculates the obligation to provide future services
and use of facilities for Residents A, B, C, and D from the illustration
at exhibit A only.
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Present value of net cash flow at 12/31/X6

Cash inflows:

Resident

Estimated
Remaining Life
(Months)
At 12/31/X6

19X7

Estimated Cash Inflows
19X9
19X8

19X0

36
22
27
38

$12,000
12,000
12,000
12,000

$12,600
10,500
12,600
12,600

$13,230
3,308
13,230

$ 2,315

Estimated cash inflows

$48,000

$48,300

$29,768

$ 2,315

A
B
C
D

Cash Outflows:

Resident

(operating expenses excluding selling, general and administrative expenses and depreciation and amortization)

Estimated
Remaining Life
(Months)
At 12/31/X6

A
B
C
D

36
22
27
38

Estimated cash outflows
Recapitulation

19X7

Estimated Cash Outflows
19X8
19X9

19X0

$10,000
15,000
14,000
8,000

$12,000
11,000
17,000
12,000

$15,000
5,000
14,000

$ 4,000

$47,000

$52,000

$34,000

$ 4,000

19X7

19X8

19X9

19X0

Cash inflows

$48,000

$48,300

$29,768

Cash outflows

(47,000)

(52,000)

(34,000)

(4,000)

$(1,000)

$(3,700)

$(4,232)

$(1,685)
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$ 2,315

Present value of net cash flows discounted at 10%

$(7,128)

Depreciation of facilities to be charged to current residents
Original cost of facility
Cost of facility allocable to revenue
producing service areas
Cost of facility to be allocated to residents
(including common areas)
Useful life
Annual depreciation using SL method
Number of residents
Annual depreciation/resident
Monthly depreciation/resident

$17,000,000
$(2,000,000)
$15,000,000
40 years
$375,000
200
$1,875
$
156

Resident

Estimated
Remaining Life
(Months)

19X7

19X8

19X9

A
B
C
D

36
22
27
38

$ 1,875
1,875
1,875
1,875

$ 1,875
1,560
1,875
1,875

$ 1,875

$

-

468
1,875

$

312

$ 7,500

$ 7,185

$ 4,218

$

312

Estimated cash inflows

Total estimated depreciation of facilities to be
charged to current residents

19X0

$19,215

Liability for Future Services to and Use of Facilities by Current Residents
Present value of future net cash outflows

$ 7,128

Minus:
Unamortized deferred revenue at 12/31/X6
(from exhibit A)

(27,027)

Plus:
Depreciation to be charged to current residents

19,215

Unamortized initial direct costs of acquiring contracts
— s e e assumption (c)

17,000*

Liability for future services to and use of facilities
by current residents at 12/31/X6

$16,316

*These numbers are for illustrative purposes only and no inference has been
made as to the recoverability of the $17,000.
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ACCOUNTING FOR INITIAL DIRECT COSTS OF ACQUIRING CONTINUING-CARE CONTRACTS
Discussion
57.

This issue addresses the question of whether a CCRC should currently
expense or should defer the initial direct costs of acquiring continuingcare contracts. If such costs are accounted for as deferred charges, what
should be the appropriate period of amortization?

Present Practices
58.

CCRCs incur costs related to the acquisition and enrollment of residents
through continuing-care contracts. Some CCRCs charge the initial direct
costs of acquiring continuing-care contracts to expense in the period
incurred; however, most account for these costs as deferred charges and
amortize them to expense over a specified future period. That future
period may be (a) the average remaining life of each resident or residents, (b) the life of the facility, or (c) some other period that is
designed to reflect the utility or recoverability of the costs.

Views on the Issue
59.

Those CCRCs that expense the direct costs of acquiring continuing-care
contracts in the period incurred believe that such costs represent normal,
recurring operating expenses that should be expensed currently. They
claim that such treatment is the most objective and most conservative and
believe that the costs incurred by a CCRC do not provide a discernible
future benefit and, therefore, should not be capitalized. They also contend that the costs of reenrolling residents and renewing contracts,
generally, are immaterial; further, they consider the time period over
which to amortize such costs to be relatively short with an immaterial
effect on the financial statements. They also believe that the time and
expense incurred to identify the direct costs of acquiring continuing-care
contracts for deferral on an individual or group contract basis would outweigh any benefits to be derived from deferring such costs.

60.

Those CCRCs that defer the direct costs of acquiring continuing-care
contracts argue that such costs benefit future periods and represent an
investment that will result in future revenues from amortization of nonrefundable advance fees, as well as future periodic fees. They note that
there is a similarity between costs related to enrolling residents and
obtaining contracts of CCRCs and costs incurred by lenders to originate
loans. Therefore, they believe the guidance relating to direct loan origination costs provided in SFAS No. 91, is applicable to continuing-care
contracts. Furthermore, they believe that the guidance on when to begin
amortizing costs and the criteria and examples used for capitalizing costs
contained in SFAS No. 67 should also be followed. They contend that such
costs are material and amortizing them over the average remaining lives of
the residents achieves an appropriate matching of revenues and costs.
They believe that the average remaining lives of the residents is the most
appropriate basis for amortization because it reflects the period of
future revenue generation.
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61.

Others contend that the amortization period should be the estimated life
of the facility because this better reflects the benefit period over which
the direct costs of acquiring continuing-care contracts are recoverable.
Opponents of this amortization period note, however, that it is not
consistent with the period used to amortize nonrefundable advance fees.

62.

Some believe that initial direct costs should be deferred and charged to
expense over a period designed to reflect the utility or recoverability of
the cost. They believe the lives of residents or the life of the facility
may be too long a period and the effect of the amortization each year
would be immaterial; thus a shorter period such as three or five years
would be more practical. Opponents note, however, that such periods are
arbitrary and would affect comparability among CCRCs using different
periods of amortization.

Conclusion
63.

Initial direct costs of acquiring continuing-care contracts that are
expected to be recovered from future contract revenues and related to
contracts actually issued should be capitalized and amortized to expense
on a straight-line basis over the average expected remaining lives of the
residents under contract. (15-Yes, 0-No)

EFFECTIVE DATE AND TRANSITION
64.

This statement is effective for fiscal years beginning on or after the
date of final issuance of the statement (with that date to be determined).
Accounting changes adopted to conform to the provisions of this statement
should be applied retroactively. In the year this statement is first
applied, the financial statements should disclose the nature of any
restatement and its effect on income before extraordinary items, net
income, and related per share amounts for each year restated.
If retroactive restatement of all years presented is not practicable, the
financial statements presented should be restated for as many consecutive
years as practicable. The cumulative effect of applying the statement
should be included in determining net income of the earliest year
restated, which is not necessarily the earliest year presented. If it is
not practicable to restate any prior year, the cumulative effect should be
included in net income in the year in which the statement is first
applied, in conformity with paragraph 20 of APB Opinion 20, Accounting
Changes. For that year, what should be disclosed is the following: the
effect on income before extraordinary items, net income, and related per
share amounts of applying this statement in a year in which the cumulative
effect is included in determining that year's net income.
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APPENDIX A
RELEVANT LITERATURE
A-1.

Statement of Financial Accounting Standards No. 45, Accounting for
Franchise Fee Revenue, provides guidance on the recognition of initial
franchise fees and the deferral of a portion of advance fees.
Paragraph 5.
Franchise fee revenue from an individual franchise sale
ordinarily shall be recognized, with an appropriate provision for estimated uncollectible amounts, when all material
services or conditions relating to the sale have been
substantially performed or satisfied by the franchisor.
Substantial performance for the franchisor means that (a)
the franchisor has no remaining obligation or intent--by
agreement, trade practice, or law--to refund any cash
received or forgive any unpaid notes or receivables; (b)
substantially all of the initial services of the franchisor
required by the franchise agreement have been performed;
and (c) no other material conditions or obligations related
to the determination of substantial performance exist. . . .
Paragraph 7.
Sometimes, large initial franchise fees are required but
continuing franchise fees are small in relation to future
services. If it is probable that the continuing fee will
not cover the cost of the continuing services to be provided by the franchisor and a reasonable profit on those
continuing services, then a portion of the initial
franchise fee shall be deferred and amortized over the life
of the franchise. The portion deferred shall be an amount
sufficient to cover the estimated cost in excess of continuing franchise fees and provide a reasonable profit on
the continuing services.

A-2.

Statement of Position 78-10, Accounting Principles and Reporting Practices
for Certain Nonprofit Organizations, also provides guidance on recognition
of income and deferral of fees.
Paragraph 84:
Nonrefundable initiation and life membership fees should be
recognized as revenue in the period the fees are receivable,
if future dues or fees can reasonably be expected to cover
the cost of future services; otherwise, the fees should be
amortized to future periods based on average membership
duration, life expectancy, or other appropriate methods.
However, if items such as dues, assessments, and nonrefund-
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able initiation fees are in substance contributions and
services are not to be provided to the member, they should
be recognized as revenue and support in the periods in
which the organization is entitled to them.
A-3.

Statement of Position 81-1, Accounting for Performance of ConstructionType and Certain Production-Type Contracts, provides guidance regarding
binding contracts between buyers and sellers in which the seller agrees,
for compensation, to perform a service to the buyer's specifications.
Paragraph 24:
For entities engaged on a continuing basis in the production and delivery of goods or services under contractual
arrangements and for whom contracting represents a significant part of their operations, the presumption is that they
have the ability to make estimates that are sufficiently
dependable to justify the use of the percentage-ofcompletion method of accounting. Persuasive evidence to
the contrary is necessary to overcome that presumption.
The ability to produce reasonably dependable estimates is
an essential element of the contracting business. For a
contract on which a loss is anticipated, generally accepted
accounting principles require recognition of the entire
anticipated loss as soon as the loss becomes evident. An
entity without the ability to update and revise estimates
continually with a degree of confidence could not meet that
essential requirement of generally accepted accounting
principles.

A-4.

FASB Concepts Statement No. 6, Elements of Financial Statements, provides
guidance on the recognition of liabilities, accruals, and deferrals.
FASB Concepts Statement No. 6
Definition of Liabilities, paragraph 35:
Liabilities are probable future sacrifices of economic
benefits arising from present obligations of a particular
entity to transfer assets or provide services to other
entities in the future as a result of past transactions or
events.
Characteristics of Liabilities, paragraph 36:
A liability has three essential characteristics: (a) it
embodies a present duty or responsibility to one or more
other entities that entails settlement by probable future
transfer or use of assets at a specified or determinable
date, on occurrence of a specified event, or on demand, (b)
the duty or responsibility obligates a particular entity,
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leaving it little or no discretion to avoid the future
sacrifice, and (c) the transaction or other event obligating the entity has already happened. . . .
Accrual versus Deferral, paragraph 141:
Accrual accounting attempts to recognize noncash events
and circumstances as they occur and involves not only
accruals but also deferrals, including allocations and
amortizations. Accrual is concerned with expected future
cash receipts and payments: it is the accounting process
of recognizing assets or liabilities and the related liabilities, assets, revenues, expenses, gains, or losses for
amounts expected to be received or paid, usually in cash,
in the future. Deferral is concerned with past cash
receipts and payments—with prepayments received (often
described as collected in advance) or paid: it is the
accounting process of recognizing a liability resulting
from a current cash receipt (or the equivalent) or an asset
resulting from a current cash payment (or the equivalent)
with deferred recognition of revenues, expenses, gains, or
losses. Their recognition is deferred until the obligation
underlying the liability is partly or wholly satisfied or
until the future economic benefit underlying the asset is
partly or wholly used or lost. Common examples of accruals
include purchases and sales of goods or services on
account, interest, rent (not yet paid), wages and salaries,
taxes, and decreases and increases in marketable securities
accounted for at lower of cost and market. Common examples
of deferrals include prepaid insurance and unearned
subscriptions.
Deferral and Allocation, paragraph 149:
Many assets yield their benefits to an entity over several
periods, for example, prepaid insurance, buildings, and
various kinds of equipment. Expenses resulting from their
use are normally allocated to the periods of their estimated useful lives (the periods over which they are expected to provide benefits) by a "systematic and rational"
allocation procedure, for example, by recognizing depreciation or other amortization.
A-5.

Statement of Financial Accounting Standards No. 60, Accounting and
Reporting by Insurance Enterprises, also offers guidance on deferral of
acquisition costs.
Paragraphs 28 and 29 state:
Acquisition costs are those costs that vary with and are
primarily related to the acquisition of new and renewal
insurance contracts. Commissions and other costs (for
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example, salaries of certain employees involved in the
underwriting and policy issue functions, and medical and
inspection fees) that are primarily related to insurance
contracts issued or renewed during the period in which the
costs are incurred shall be considered acquisition costs.
Acquisition costs shall be capitalized and charged to
expense in proportion to premium revenue recognized. . .
A-6.

Additionally, SFAS No. 91, Accounting for Nonrefundable Fees and Costs
Associated with Originating or Acquiring Loans and Initial Direct Costs
of Leases, offers guidance on direct loan origination costs.
Paragraphs 6 and 7 state:
6. Direct loan origination costs of a completed loan shall
include only (a) incremental direct costs of loan origination incurred in transactions with independent third parties for that loan and (b) certain costs directly related
to specified activities performed by the lender for that
loan. Those activities are: evaluating the prospective
borrower's financial condition; evaluating and recording
guarantees, collateral, and other security arrangements;
negotiating loan terms, preparing and processing loan documents; and closing the transaction. The costs directly
related to those activities shall include only that portion
of the employees' total compensation and payroll-related
fringe benefits directly related to time spent performing
those activities for that loan and other costs related to
those activities that would not have been incurred but for
that loan.
7. All other lending-related costs, including costs
related to activities performed by the lender for advertising, soliciting potential borrowers, servicing existing
loans, and other ancillary activities related to establishing and monitoring credit policies, supervision, and administration, shall be charged to expense as incurred.
Employees' compensation and fringe benefits related to
those activities, unsuccessful loan origination efforts,
and idle time shall be charged to expense as incurred.
Administrative costs, rent, depreciation, and all other
occupancy and equipment costs are considered indirect costs
and shall be charged to expense as incurred.

A-7.

SFAS No. 67, Accounting for Costs and Initial Rental Operations of Real
Estate Projects, provides guidance for the accounting for initial rental
operations, criteria for capitalizing costs, and for determining when the
status of a rental project changes from nonoperating to operating.
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Paragraph 20 states:
If costs incurred to rent real estate projects, other than
initial direct costs, under operating leases are related to
and their recovery is reasonably expected from future rental operations, they shall be capitalized. Examples of
such costs are costs of model units and their furnishings,
rental facilities, semipermanent signs, "grand openings,"
and unused rental brochures. Costs that do not meet the
criteria for capitalization shall be expensed as incurred,
for example, rental overhead.
Paragraph 21, in part, states:
The amortization period shall begin when the project is
substantially completed and held available for occupancy.
Paragraph 22 states:
When a real estate project is substantially completed and
held available for occupancy, rental revenues and operating
costs shall be recognized in income and expense as they
accrue. . . A real estate project shall be considered
substantially completed and held available for occupancy
upon completion of tenant improvements by the developer but
no later than one year from cessation of major construction
activity (as distinguished from activities such as routine
maintenance and cleanup).
A-8.

In addition, Financial Accounting Standards Board Statement No. 5,
Accounting for Contingencies, establishes standards of financial
accounting and reporting for loss and gain contingencies.
Paragraph 8 states:
An estimated loss from a loss contingency (as defined in
paragraph .01) shall be accrued by a charge to income if
both of the following conditions are met.
a.

Information available prior to issuance of the
financial statements indicates that it is probable
that an asset had been impaired or a liability had
been incurred at the date of the financial statements. It is implicit in this condition that it
must be probable that one or more future events
will occur confirming the fact of the loss.

b.

The amount of loss can be reasonably estimated.
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Paragraph 17 states, in part, the following:
c.

Contingencies that might result in gains usually
are not reflected in the accounts since to do so
might be to recognize revenue prior to its realization.

d.

Adequate disclosure shall be made of contingencies
that might result in gains, but care shall be exercised to avoid misleading implications as to the
likelihood of realization.

Paragraph 59 states, in part, the following:
The Board has concluded that disclosure is preferable to
accrual when a reasonable estimate of loss cannot be made.
Paragraph 96 states, in part, the following:
It should be noted that this statement does not prohibit
(and, in fact, requires) accrual of a net loss (that is, a
loss in excess of deferred premiums) that probably will be
incurred on insurance policies that are in force, provided
that the loss can be reasonably estimated, just as accrual
of net losses on long-term construction-type contracts is
required (see ARB No. 45, Long-Term Construction-Type
Contracts).
A-9.

FASB Interpretation No. 14 of FASB Statement No. 5 regarding the
reasonable estimation of the amount of a loss states the following in
paragraph 3.
When condition (a) in paragraph 8 [FASB Statement No. 5] is
met with respect to a particular loss contingency and the
reasonable estimate of a loss is a range, condition (b) in
paragraph 8 [FASB Statement No. 5] is met and an amount
shall be accrued for the loss. When some amount within the
range appears at the time to be a better estimate than any
other amount within the range, that amount shall be
accrued. When no amount within the range is a better estimate than any other amount, however, the minimum amount in
the range shall be accrued. In addition, paragraph 9 of
the Statement may require disclosure of the nature and, in
some circumstances, the amount accrued, and paragraph 10
requires disclosure of the nature of the contingency and
the additional exposure to loss if there is at least a
reasonable possibility of loss in excess of the amount
accrued.

A-10.

Accounting Research Bulletin No. 45, Long-Term Construction-Type Contracts, offers guidance that is similar to situations when the payment
of advance fees and future monthly and periodic fees are not reasonably
expected to cover the cost of future services.
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Paragraph 6 states, in part, the following:
When the current estimate of total contract costs indicates
a loss, in most circumstances, provision should be made for
the loss on the entire contract.

-43-

APPENDIX B
FINANCIAL STATEMENT ILLUSTRATION
B-1.

The following illustrate the financial statement presentations of certain
issues discussed in this paper.

Balance Sheet
The accounts, Deferred Revenue From Advance Fees and the Obligation to
Provide Future Services Under Continuing-Care Contracts, should be presented
separately as long-term liabilities on the balance sheet.

Liabilities and Fund Balance
19X6
Current liabilities:
Current maturities of long-term debt
Accounts payable
Accrued expenses

$

90,000
202,000
161,000

19X5

$

77,000
214,000
178,000

453,000

469,000

8,871,000

8,935,000

Refundable fees

978,000

1,025,000

Obligation to provide future services
and the use of the facilities in
excess of amounts received or to be
received for such services (Note X)

190,000

284,000

3,870,000

3,780,000

Total current liabilities
Long-term debt, less current maturities

Deferred revenue from advance fees

(952,000)

Fund balance (deficit)

$13,410,000
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(1,489,000)
$13,004,000

Statement of Revenues and Expenses
Revenues and Expenses
The change in the Obligation to Provide Future Services should be presented separately in the Statement of Revenues and Expenses with appropriate
footnote disclosure. Resident Fees Earned or a similar title should include
the amortization of the Deferred Revenue from Advance Fees.

19X6
Revenues:
Resident fees earned, including amortization of deferred revenue from nonrefundable advance fees of $935,000
and $915,000
Patient revenues from nonresidents
Other operating revenues
Total revenues
Operating expenses:
Resident care
Dietary
Health care
Plant facility cost
General and administrative
Depreciation
Amortization
Interest
Provision for uncollectible accounts

19X5

$3,948,000
249,000
75,000

$3,155,000
275,000
68,000

4,272,000

3,498,000

731,000
722,000
185,000
491,000
436,000
453,000
65,000
960,000
2,000

622,000
679,000
170,000
421,000
404,000
447,000
44,000
921,000

4,045,000

3,708,000

—

227,000

(210,000)

94,000

(82,000)

Income (loss) from operations

321,000

(292,000)

Nonoperating revenues Contributions

216,000

151,000

Excess (deficit) of revenues over expenses

537,000

(141,000)

Change in obligation to provide future
services

Fund balance (deficit), beginning of year

(1,489,000)

(1,348,000)

Fund balance (deficit), end of year

$ (952,000)

$(1,489,000)
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B-2.

The notes to the financial statements for each year presented should
include -o

A description of the CCRC and the nature of the related continuingcare contracts entered into by the community.

o

Statutory escrow or similar requirements.

o

General refund provisions and refund history.

o

The range of interest rates used to discount the liability to provide
future services.
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